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"The most savage
controversies are about
matters as to which
there is no good
evidence either way."

General Foods purchased the 112
acres of the parcel for $2,700 per acre
in May 1962. The Internal Revenue
Service (IRS) then claimed the parcel
was worth $2,700 per acre as of the
earlier date of death. The Court dis
agreed with the IRS and stated:
There is no doubt that evidence of a
sale taking place after a valuation date
has probative force on the value as of
the earlier critical date—where there has
been no material change of conditions in
the interim. Here... the circumstances
were radically different from those prevail
ing at the date of the decedent’s death
and could not have reasonably beenfore
seen as of the date of the decedent’s death.
There have, however, been sev
eral cases where the concept of rea
sonable foreseeab ility was not
required.
Estate of Jung, 101 T.C. 412 (1993)
The decedent died in October 1984
owning a 21% interest of Jung Corp.
Inquiries on possible acquisitions
had been received since 1979 (a nor
mal occurrence for many companies
of this type), but there were no for
mal discussions with an interested
party until 1986. The Company was
sold in late 1986.
The court noted that on the date
of death, the sale was not foreseeable
but stated:
[W]e believe it appropriate to consider
sales of properties occurring subsequent to
the valuation date if the properties
involved are indeed comparable to the
subject properties. ”They further stated,
“When viewed in this light— as evidence
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of value rather than as something that
affects value— later-occurring events are
no more to be ignored than earlier-occur
ring events.
Of course, appropriate adjustments
must be made to take into account differ
ences between the valuation date and the
dates of the later-occurring events.
That is an easy thing to say, but
what is “appropriate?” The Court
listed such factors as:
• General inflation
• People’s expectation with respect
to the industry
• Performance of the components
of the business
• Changes in the tax law
The valuation professional has
now stepped out of the shoes of the
hypothetical parties on the valuation
date and in to “a tim e travel
machine,” in the words of one com
mentator. Here, we successfully trav
eled out two years. Einstein would be
so proud! Certainly, the concept of
reasonable knowledge of relevant
facts has been red efin ed for the
above case.
Can it get worse? See the Estate of
Cidulka, T.C. Memo 1996-149. Here,
transaction evidence four years after
the valuation date was utilized as sup
port for value. Well, how far out in
time are you allowed to travel? Far
enough out to get the value indica
tor you desire (an ethical violation)?
Is four years beyond the valuation
date the m axim um you can go?
W hat a b o u t fo u r years an d one
month?
Not all court decisions have gone
this way. In Mueller v. Commissioner,
T.C. M emo 1992-284, the c o u rt
re je c te d
a m ark et m eth o d
“...because it relies on information
(the exact day the deal would close)
that could not have been known on
the valuation date.” In Nathan and
Geraldine Morton v. Commissioner, T.C.
Memo 1997-166 (April 1, 1997), the
Tax C ourt stated that subsequent
events affecting value can only be
taken into account if they are reason
ably foreseeable on the valuation date.

CPAE xpert

But subsequent events that merely
provide evidence o f value of the
property on the valuation date can
be taken into account regardless of
whether they are foreseeable on the
valuation date.
Many valuation professionals have
problem s with the use of a subse
quent actual sale of the interest. For
example, we cannot say that the later
transaction was at fair market value
(the standard of value required for
valuations for tax purposes). As we
all know, real world transactions usu
ally take place at investment value
(or transactional value) and not fair
market value. Investment value takes
into consideration the individual
motivations and risk tolerances of
the specific parties involved in the
transaction. Also, sometimes those
real world transactions prove to be
bad investment decisions.
Does an individual want to sell his
or her business for fair market value?
Not at all! The individual rationally
wants to sell it at the highest cash
e q u iv a len t price th a t can be
obtained. Do you want to buy a busi
ness at its fair market value? Even if
you consider synergies, you still want
to buy the interest at the lowest cash
equivalent price you can pay. This is
not necessarily fair market value. As
we all know, fair market value is not
the result of a real world event, but
takes into account characteristics
from the universe of qualified and
typical buyers and not those of a spe
cific buyer.
Also, the decision-making process
by investors focuses on the relevancy
of the information and whether it
was reasonably knowable as of the
transaction date. After that date has
passed, there are no chances to go
back and undo the deal. As Christo
pher Mercer has stated (Mercer Cap
ital’s Value Matters, 2005-02), “Open
ing the door to the routine analysis
of subsequent transactions as provid
ing evidence of valuation at earlier
dates would seem to fly in the face of
the basic intent of the fair market
value stan d ard of value.” We are

again reminded that court cases do
not establish valuation theory.
In a litigation setting, in which a
significant subsequent transaction in
the business interests occurred, the
event could be disclosed and
included in the report if appropriate
under the circumstances. If the trans
action was not foreseeable, it should,
however, be ignored in reaching the
conclusion as of the earlier date.
Nonetheless, the valuation profes
sional should attempt to reconcile the
valuation impact of the subsequent
event to the fair market value deter
mination at the valuation date. Such
an exercise may point to problems in
the underlying analysis, such as events
and conditions that were actually
foreseeable. Care must certainly be
exercised in order to not inadver
tently create an o th er standard of
value or another valuation date.
It is also important to reemphasize
that the conclusions from these tax
cases do not establish proper valua
tion theory. The tail should never be
allowed to wag the dog. Tax cases
should not drive the standards and
practices of the profession. There
fore, the “jurisdictional exception,”
as allow ed u n d e r the p ro p o se d
AICPA valuation standards, would
likely need to be applied in a tax situ
ation if the valuation analyst believes
that a subsequent event must be con
sidered because of case law.

CONCLUSION
As seen above, opinions vary in some
basic areas of valuation. Such a situa
tion is, however, welcome. Valuation
professionals m ust be alert to the
d a n g e r of falling into a “r u t” in
deciding approaches to value, and
the elements for consideration. Pro
fessional practice (like life) is full of
changes. The need to always exercise
comm on sense, professional ju d g 
ment, and reasonableness remains
with us. X
Robin E. Taylor, CPA/ABV, CFE, CVA, CBA,
is a partner in the regional accounting firm
of Dixon Hughes, PLLC, Birmingham, AL.
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MONTE CARLO SIMULATION ANALYSIS
PART II: BEYOND THE THEORY

Figure 1

By S teve P o m e ra n tz, PhD, and Bruce G. D u b in sk y, MST, CPA, CVA, CFE
U nderstanding the basic theory of
M onte Carlo Sim ulation Analysis
(MCSA) is just the first step in being
able to effectively apply it in the con
text of providing litigation support
services. In our first article (CPA
Expert, Winter 2007), we explained
the basic theory of Monte Carlo Simu
lation Analysis and provided some
examples of its application. In this
article, the second in the three-part
series on Monte Carlo Simulation
Analysis, we illustrate with some basic
examples how the technique is imple
m ented. Once the basic ideas are
explained, it will be clear how varied
and general the applications can be.
A good starting point for these
types of problems is to take a look at
Excel, the popular spreadsheet pro
gram from Microsoft. Depending on
the user’s ability with Excel, there
are several ways to proceed. Even if
you are familiar with Visual Basic, a
programming language that is used
within Excel, we highly recommend
the usage of third-party software
such as @RISK or Crystal Ball. These
Excel add-ins not only help with the
analysis, but also provide easy-to-useand-understand graphical interfaces
and outputs. To begin, start Excel
and open a new spreadsheet and
take the following steps.
1. Set up columns A, B & C labeled
in Cell A4, B4, and C4: Period,
Change, and Cumulative.
2. In cells A5 and C5, enter a zero.
3. In cells A6:A55, enter the num 
bers 1-50.
4. In cell B6, enter the following for
mula: =RAND()-.5 and copy it
down to cell B16.
5. In cell C6, enter the following for
mula: =+C2+B3 and copy it down
to cell Cl 6.
Your spreadsheet should look like
Figure 1.

4

1. Next, create a line chart to the
rig h t of colum n C with cells
C2:C16 as the values and cells
A2:A16 as the category (X) axis
labels.
2. Set the (Y) axis scale at -2.5 to
+2.5 with .5 as the major unit and
set Category (X) Crosses at 0.
Your spreadsheet should now look
like Figure 2, and by pressing F9 on
your keyboard, (the recalculate func
tion in Excel) repeatedly you should
be able to view the proverbial “ran
dom walk down Wall Street.”
Random walk is a stock m arket
theory that postulates that the past
movement or direction of the price
of a stock or overall market cannot
be used to predict its future move
ment. Originally examined by Mau
rice Kendall in 1953, the theory states
that stock price fluctuations are inde
pendent of each other and have the
same probability distribution, but
that over a long period of time, stock
prices maintain an upward trend.
In short, random walk says that
stocks take a random and u n p re
d ictab le p a th . T he ch an ce o f a
stock’s future price going up is the
sam e as the ch an ce o f its going
down. Therefore in the context of
our spreadsheet example, by press
ing F9 repeatedly, in essence you are

Figure 2

creating the “random walk” because
the values and the resulting line
chart change each time you recalcu
late the spreadsheet. The purpose of
the MCSA is to randomly generate
the 14 random values in column B
above, and in this particular example
we are illustrating the cumulative
sum of these values. In this particular
function, we used the RAND func
tion in Excel to generate a random
number between 0.0 and 1.0 that is
u n iform ly d istrib u te d . This, of
course, is just one type of random
number. Later we will discuss how to
use this type of random variable to
generate random variables that have
other types of distributions (such as
the bell-curve or norm al distribu
tion). Before that though, let’s keep
working with the above to show how
these values might be used.
Suppose one wanted to value a
business by predicting what the pos
sible revenue would be generated
over the next 14 years. Furthermore,
let’s assume that based on whatever
analysis we did (perhaps historical or
projective) we were of the opinion
that annual revenues were going to
be uniformly distributed between $3
million and $5 million. This means
that to our knowledge, annual rev
enue is equally likely to take a value
between these two extremes. To sim
ulate this, do the following:
1. R eplace C3 with the fo rm u la
=4+2*B3 and copy down the col
umn.
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2. Next, create a bar chart to the
rig h t of colum n C with cells
C2:C16 as the values and cells
A2:A16 as the category (X) axis
labels.
3. In C17 e n te r the fo rm u la =
SUM(C3:C16).
The spreadsheet should now look
like Figure 3.
Each bar in the chart represents
the sim u lated rev en u e for the
respective year. Note that the rev
enue in each year is a value between
$3 million and $5 million, and the
total for the path shown is $53.6 mil
lion. As you hit F9, you should notice
the annual values change in the
graph, and the Total changes as well.
For our purposes here, we are ignor
ing any discount factor that is due to
interest rates or credit risk for future
cash flows and we are focusing just
on the mechanics of the analysis. In
p ractice, a tru e valuation would
require some discounting not only
for the time value of money, but also
for the assumption of some credit
risk and risk inherent in the subject
business.
The software programs that are
available to run a Monte Carlo simu
lation analysis recalculate these val
ues as often as desired and collate
the values being generated. In this
manner, they answer such questions
as W hat is the expected value of

Total? ($56 million) Or its standard
deviation? ($2.2 million) MCSA can
also answer more complicated ques
tions, such as What is the 10th per
centile of Total? ($53.2 million) Or
more optimistically, what could the
90th percentile be? ($58.8 million).
We all know that sometimes looking
at the 90th decile can be useful when
selecting which output to employ in
a particular projection. For example,
if a part of valuing this particular
business was based on the realized
value of Total, MCSA has just pro
vided a likely range of possibilities
that are devoid of the normal bias
that is inherent in any projection
where future values are discretely
selected by the analyst.
The real strength of MCSA, how
ever, is its ability to link the formula
for whatever application one pursues
with probability distribution formu
lae such as the uniform used above
or any other type. There are many
other distributions other than the
uniform that one may wish to use.
For instance, in probability and sta
tistics, the log-normal distribution is
the probability distribution of any
random variable whose logarithm is
normally distributed. If X is a ran
dom variable with a normal distribu
tion, then exp(X) has a log-normal
distribution; likewise, if Y is log-nor
mally distributed, then log(Y) is nor

mally distributed.
A variable might be modeled as
log-normal if it can be thought of as
the multiplicative product of many
small independent factors. A good
example is the long-term return rate
on a stock investment: It can be con
sidered as the product of the daily
return rates and as such, if modeled
as log-normal, produces different
output results than if a normal distri
bution had been used. However,
when simulating daily stock returns,
one often uses a normal distribution.
This is an attractive choice as it
insures that most observations are
within a reasonable band of what we
expect for daily changes. L arger
changes and even extrem e move
m ents are also possible b u t with
decreasing likelihood as the magni
tude of the change gets larger.
Most software packages for MCSA
provide a variety of examples to suit
any application. The use of other
types of distributions helps to insure
that the MCSA results are more real
istically aligned with the underlying
financial realities, expectations, and
risks of the given situ a tio n . A
detailed discussion of the theory
underlying the different types of dis
tributions is beyond the scope of this
article, but one can find excellent
discussions on the Internet as well as
various mathematic treatises.

Figure 3. Annual Revenue
Period
0
1
2
3
4
5
6
7
8
9
10
11
12
13
14

Variate

Revenue

- 0 .3 7
0 .3 5
- 0 .4 8
- 0 .4 3
- 0 .2 7
- 0 .1 5
-0 .1 8
0 .0 4
0 .1 6
0 .1 7

3 .2 6
4 .7 0
3 .0 4
3 .1 3
3 .4 6
3 .6 9
3 .6 5
4 .0 9
4 .3 2
4 .3 3
3 .7 8
3 .3 2

- 0 .1 1
-0 .3 4
0 .4 1
0 .0 0
Total

4 .8 1
4 .0 1
5 3 .6 0
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To show how different distribu
tions can be utilized, let’s take a look
at the Excel function RAND, which
g e n e ra te s a ran d o m n u m b er
between 0.0 and 1.0 and can also be
used to generate random variables of
other distributions. Let’s consider
the Standard Normal as an example.
The standard normal is a random
variable that typically takes values for
-5.0 to 5.0. (Actually the range is infi
nite, b u t the range stated above
incorporates 99.9999% of all possibil
ities—and yes, you can use MCSA to
verify this!) However, given the Excel
RAND() function, which produces a
uniform random num ber between
0.0 and 1.0, we can create random
numbers that come from the stan
dard normal as shown in Figure 4.
Associated with the standard nor
mal is a function called the cumula
tive normal, which takes a value from
0.0 to 1.0. It measures the probability
that a random normal variate is less
than some given value. If the range
for the normal is -5.0 to 5.0, then
the Cumulative value of -5.0 is 0.0
and the Cumulative value of 5.0 is
1.0. This is because there is a 0%
probability of choosing a random
norm al value less than -5.0 and a
100% probability of choosing one
less than 5.0. Given this fact, we can
use the uniform distribution to gen
erate a value from 0.0 to 1.0 and
interpret it as a cumulative normal
value. The standard normal variate is
then the value that has the randomly
chosen cumulative normal value.
Figure 4 illustrates the Cumula
tive Norm al Function. The y-axis
ranges from 0.0 to 1.0 and repre
sents the cumulative probabilities.
The x-axis represents the standard
normal variate. Just as each variate
corresponds to a cumulative proba
bility, every probability corresponds
to a normal variate. As we see in the
graph, a cumulative probability of
0.5 corresponds to a variate of 0.0. As
the arrows illustrate, a cumulative
probability of 0.75 corresponds to a
variate of approximately 0.66.
As the graph illustrates, we use

6

Figure 4. Cumulative Standard Normal

the RAND() function to generate a
random num ber between 0.0 and
1.0, and then use the graph above to
find the corresponding Standard
Normal Variate. This value is then
used in an MCSA when we want to
incorporate normal rather than uni
form randomness. This is a helpful
technique in creating not only ran
dom variates that are normal, but
also any kind of distribution desired.
Although there are numerous types
of distributions, they all have a corre
sponding cumulative distribution
that takes values between 0.0 and
1.0. By using the RAND() function
we can find a random cumulative
value for any distribution, and then
solve backwards to find the random
variate for our particular application.
While the normal is useful, and in
fact standard, for stock related prob
lems, many other types, such as Pois
son or Exponential, are standard in
other applications.
The following example performs
the revenue analysis previously dis
cussed, with the assum ption that
annual revenue follows a normal dis
tribution rather than a uniform distri
bution. Again Excel can be helpful in
generating these variates as follows:
Replace each value in Column B
with the function RAND()
2. Replace Column C values with the
fo rm u la =4.0+.6*NORM SINV
(BX), for each row
This simulates the annual revenue
with a norm ally distributed value

with an expected value of $4.0 mil
lion and a standard deviation of
$600,000. Again, we can simulate
these values through a software pack
age to answer the same types of ques
tions as above. For this particular
configuration, the worst case scenar
ios as defined by the 10th percentile
is found to be $53.1 million and the
best case given by the 90th p e r
centile is $59.1 million, values close
to that calculated above. Of course,
depending on the problem, the val
ues calculated can depend signifi
cantly on the distribution used or
the parameters of that distribution.
MCSA provides a fram ew ork for
measuring that uncertainty.
Although we have described the
basic fram ew ork for p erfo rm in g
MCSA, all applications of it, no mat
ter how com plicated are similarly
performed. The user must identify
the desired output, how it is function
ally related to the random inputs,
and how those inputs should be
modeled. The rest is just implemen
tation. In the third and last article in
our series, we will walk through two
problems in detail and show how to
solve them using MCSA. X
Bruce G. Dubinsky, MST, CPA, CVA, CFE,
specializes in the detection and prevention of
financial frauds. He is also director of litiga
tion and forensic accounting services at
Klausner Dubinsky & Associates in Bethesda,
MD ( w w w .klausnerdubinsky.com ). Steve
Pom erantz, Ph.D., is president of Steve
Pomerantz LLC, Princeton, NJ. He can be con
tacted at steve@stevepomerantz.com.
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THE VALUE OF EXPERIENCE
To encourage continued growth of the ABV commu
nity, the Institute has launched a new ABV sponsor pro
gram that recognizes the value of experience in valua
tion. CPAs experienced in business valuation may
qualify to join the ABV community in the new program
if they meet the following requirements:
• Currently an AICPA CPA member in good standing.
• Passed a valuation exam for an AM, CBA, CFA, or CVA
credential and holds the credential in good standing.
The exam may be proctored or unproctored.

FUNDAMENTAL S
CORPORATION LOGIC
By N ancy J. Fannon, ASA, CPA ABV, MCBA
We now have five cases in which the
Tax Court has rejected any deduc
tion for income taxes in the calcula
tion of the income approach. This is
not altogether surprising, as the Tax
Court has not yet heard a compelling
argument of why it should do so. As
valuation analysts, we need to be able
to articulate that logic; although we
may not all end up in Tax Court,
m any of us will find ourselves
explaining our valuations and the
logic behind them to IRS examiners.
Unfortunately, although there has
b e e n a d eluge of in fo rm a tio n
regarding the valuation of S corpora
tions, the basic logic of why an S cor
poration would be worth more than
a publicly traded C corporation has
gotten lost in the fray. This article
steps back and takes a look at the
fundamentals underlying the models
that are currently in use for valuing S
corporations. Without this founda
tional understanding, it is difficult to
know if, when, and how to properly
apply the m odels, and thus, it is
impossible to properly explain your

• Can attest to having at least 1,000 hours of business
valuation experience.
In addition, ABV sponsorship is required. A candi
date must have either:
• One ABV sponsor who serves in a supervisory role
within the candidate’s firm or employer
• Two ABV sponsors outside the candidate’s firm /
employer
The ABV sponsors must be sufficiently familiar with
the candidate’s valuation work.
For additional inform ation about the program ,
please visit bvfls.aicpa.org/Memberships/default.htm.

logic to your client, the IRS,
or the Tax Court.

VALUE IS IN THE EYES OF THE
BEHOLDER

Value is personal: What may
be valuable to me may not be
valuable to someone else. If no one
had ever desired Picasso’s paintings,
they would have ended up collecting
dust in some cellar, worthless. But
someone decided they had to have
one, because the painting m eant
something to that person individu
ally, and it was therefore valuable to
them . The person bought it, and
soon others had to have one too.
O nce Picasso’s paintings becam e
meaningful to a collection of people,
the paintings became valuable in the
marketplace.
Investments work the same way.
You care about what meaning it has
to you. For most of us, that means we
care how much ends up in our pock
ets. As CPAs, we understand that
taxes affect how much ends up in
our pockets. Let’s say, for example,
you earn a dividend of $100 on IBM
stock. You’ll have to pay roughly $20
in federal and state taxes on the divi
dend, so you’ll end up with $80 in
your pocket. W hat if, instead of
receiving $100 on IBM, you earned it
on a municipal bond? There are no

income taxes on such bonds, so in
th at case, y o u ’d get to keep the
entire $100. In either case, what you
really care about is how much went
into your pocket.
The same is true with a private
company investment. Investors in
private companies also care about
the amount of money that ends up
in their pockets. Both the investor in
the publicly traded C corporation
and the investor in the S corporation
bear corporate income taxes. Where
these taxes are borne makes no dif
ference from the investor’s point of
view; these taxes must be paid, and
as a result, there is less cash in the
in v esto r’s pocket. However, the
investor in the S corporation will
have more cash in his or her pocket
because he or she does not have to
pay the $20 dividend tax when the
profit is distributed, as would an
investor in a publicly traded C corpo
ration.

LET'S DO THE MATH
Assume we have a publicly traded C
corporation, on which we have calcu
lated a rate of return as follows:
Amount invested
Times rate of return
Equals dividend to investor
from public company

$ 1 ,0 0 0
x 10%
$100

1 The methods established today for the valuation of S corporations can be found in the work done by Roger J. Grabowski, Chris D. Treharne, Z. Christopher Mercer, and
Daniel R. Van Vleet and a Simplified Method by the author of this article. While a discussion of each of their specific methodologies is beyond the scope of this article,
these collective works form the core of the financial reality facing the S corporation owner that this article presents.
2 This discussion does not consider control versus minority issues and related access to distributions.
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Based solely on this information,
the public C c o rp o ra tio n would
report a rate of return of 10%. We
know that the most basic way to cal
culate value is to reverse this calcula
tion, as follows:
Dividend to investor
Divided by rate of return
Equals value of investment

$100
÷ 10%
$ 1 ,0 0 0

Any time you know the dividend
you expect to receive and the com
pany’s rate of return, you can calcu
late how much you should be willing
to invest in this manner.
These calculations for the pub
licly traded C corporation confirm
that value, rate of return, and the
cash dividend to the investor are in
sync with each other. The investor
must pay a dividend tax upon receipt
of the $100 dividend. Knowing this,
the investor determined a 10% rate
of retu rn was ap p ro p riate for an
investment in this publicly traded
company. Thus, after an assumed
20% federal and state dividend tax,
our investor nets $80.
Now let’s use this information to
determ ine value for an S corpora
tion. Our example will assume 100%
of available income is paid out in div
idends. First, if these were otherwise
identical com panies, the incom e
available would not be $100, as in
our example with the publicly traded
C corporation. This is because the C
corporation has already paid income
taxes. In the case of the S corpora
tion, the distributable income would
be before corporate tax had been
paid. T herefore, the distribution
would be $167 (assum ing a 40%
income tax rate). Corporate income
taxes would th en be paid by the
investor, who would be left with a net
of $100. We would use this net $100
as our income for the S corporation.
Again, the investor does not care
who bears th e tax on c o rp o ra te
incom e—that money is gone and
will not reach his or her pocket or
contribute to value.

Next, we must find a proxy for a
rate of return to apply against the S
co rp o ratio n ’s incom e in order to
d e te rm in e value. No available
sources supply rates of return for S
corporations. The closest proxies we
have are publicly traded C corpora
tions. Thus, we will use the 10% that
was used above for th e publicly
traded stock.
Having determ ined our income
and our rate of return from the pub
lic markets, our value calculation for
the S corporation is as follows:
Net cash flow to investor

$ 100

Divided by rate of return

÷ 10%

Equals value of investment

$ 1 ,0 0 0

In valuing the S corporation, we
used a rate of return from the public
m arkets th a t was derived from
investors who had an expectation of
paying a dividend tax upon receipt
of corporate net profits (dividends).
The investor in the S corporation
will not have to pay a dividend tax.
Therefore, relative to the publicly
traded C corporation investor from
whom we “b o rro w e d ” a rate of
return, the S corporation investor
sh o u ld be w illing to pay m ore.
Therein lies a benefit we still need to
account for.

AVOIDANCE OF DIVIDEND TAX
The investor in the S corporation
gets to keep $20 that the investor
in the publicly traded C corpora
tion did not. In order to account
for the value of this additional ben
efit, the calculation can simply be
stated as:
Net additional benefit to
investor in S corp

$20

Divided by rate of return
from public market

÷ 10%

Equals additional value of
Investment

$200

Adding the value of the avoided
dividend to the value of the invest
m en t equals the total value of
$1,200.

We can see if this w orks by
checking the investm ent we have
calculated for the S corp o ratio n
against the rate of re tu rn in the
market:
Investment in S corp
Times rate of return from
public markets
C corp equivalent dividend
to investor in S corp

$ 1 ,2 0 0
x 10%
$120

In fact, this checks back to the
return to an investor in the S corpo
ration:
After-corporate tax cash
return of public company
Additional savings from
dividend tax avoided
Total C corp equivalent
dividend to investor in S corp

$100
+ $20
$120

The “C corporation equivalent
dividend” is the metric we should
be calculating when using a rate of
re tu rn from the public m arkets.
This is because the rate of return
from the public markets is one on
which the investor expects taxes on
corporate incom e to be satisfied,
but out of which dividend taxes will
have to be p a id from p e rso n a l
funds. Thus, for the S corporation
investor, we have calculated the
equivalent publicly traded C corpo
ration return after the satisfaction
o f c o rp o ra te in co m e taxes, b u t
before the imposition of personal
dividend taxes. Since the dividend
tax rate for an S corporation share
h o ld e r is zero , th e a m o u n t o f
im p lie d d iv id e n d is n ecessarily
higher than it is for a C corpora
tion.
This calculation in this example
results in a premium for the S corpo
ration of 20%, relative to the pub
licly traded C corporation.
Let’s try this same fact pattern,
using the model established in Tax
C ourt cases. Five Tax Court cases
tre a te d the investors as having
avoided all taxes—both taxes on cor
porate income and personal taxes
on dividends:

3 For simplicity’s sake, this analysis has focused only on dividend returns, assuming all earnings are distributed, and assuming net income equals cash flow; note that pub
lic and private returns are actually made up of dividends and capital gains.
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Cash flow if income taxes
and dividend taxes are
treated as avoided

$ 167

Divided by rate of return
from public markets

÷ 10%

Equals value of investment
according to Tax Court

$ 1 ,6 7 0

Just as before, we can see if the
value determined in this way is cor
rect by checking the investment we
have calculated for the S corporation
against the rate of return in the mar
ket, to ensure that the cash calcu
lated indeed equals the am ount of
cash that the investor will end up
with:
Value of investment— assuming
all corporate taxes avoided
$ 1 ,6 7 0
Times rate of return from
public markets
C corp equivalent dividend

x 10%
$167

This m odel predicts that the S
corporation investor will end up with
a C corporation equivalent dividend
of $167, yet we know from above that
this is not true; the investor will only
have an equivalent dividend of $120.
This is a significant overstatement of
the ben efit to the S c o rp o ratio n
shareholder, attributing far more

cash flow than is possible from the
investment. How can this be? The
model ignores the fact that $67 in
taxes on corporate earnings must be
paid, and treats it as if it ends up in
the investor’s pocket. As the S corpo
ration investor who pays these taxes
knows, n o th in g could be fu rth e r
from the truth.

WHAT ABOUT BASIS?
Net income goes one of two places—
it is either distributed or it is retained.
Typically, it is some combination of
the two. If it is d istrib u ted , it is
treated as described above. If it is
retained, then it adds to the S corpo
ration shareholder’s basis in their
stock. This is an advantage a share
holder in an S corporation has over
a shareholder in the publicly traded
markets. This is im portant to con
sider, because when we used the rate
of return from the public market,
that rate of return would not have
considered any benefit for the ability
to build up basis.
Retained net income accumulates
over time and adds to the value of
the investor’s stock. In some cases, it

AVOIDING RISKS ASSOCIATED WITH
ELECTRONIC COMMUNICATION:
A FIRST STEP
M any risks are associated with electronic communications. They include
employee misuse, information theft, privacy violations, and lack o f compliance
with document retention policies. The following article focuses on steps an
employer can take to minimize the risks o f legal liability related to employee
misuse o f electronic communication, especially via e-mail and the Internet. It is
based on guidance offered by the National Federation o f Independent Business,
a small business advocacy association based in Washington, D. C.

W orkplace c o m m u n ic a tio n has
changed dramatically in the last ten
years. C o m m u n icatio n form ats,
such as phone calls, paper docu
ments (faxed or mailed), and meet
ings, have been significantly dis

placed by electronic com m unica
tions, especially e-mail.
Such is the volume of email, dig
ital records, and other electronic
documents that organizations need
document retention policies as they

would be appropriate to determine a
terminal period at which time the
investment would be sold and the
benefit of the basis realized. At that
time, the benefit of the built-up basis
is the capital gains tax savings upon
the sale, present-valued back to the
date of valuation. It may be appropri
ate to consider a greater risk assess
ment in the discount rate relating to
the uncertainty of such sale occur
ring.

CLOSING REMARKS
The valuation of S corporations has
a solid foundation in financial and
econom ic theory. U nfortunately,
these financial fundam entals have
not yet been widely em braced by
financial analysts or the courts. It is
my hope that with a simplified view
of the issue, more judges, analysts,
and attorneys can begin to under
stand this issue which affects over 3.5
million U.S. com panies and their
investors. X
Nancy J. Fannon, ASA, CPA ABV, MCBA, is
owner of Fannon Valuation Group in Portland,
Maine. Nancy can be reached at nancy@
fannonval.com.

did for p ap er docum ents. Docu
m ent reten tio n policies, w hether
for paper or electronic documents,
allow an organization to contain
storage costs as well as to protect
privacy. Since the prosecution of
Arthur Andersen for its destruction
of documents as the Enron scandal
unfolded, corporations have paid
m ore attention to their retention
policies.
The issue of electronic discovery
of such documents has become an
even h o tte r issue since the
a m e n d e d F ederal Rules of Civil
P ro c e d u re w ent in to effe c t on
December 1, 2006.
Most small businesses will proba
bly never be subjected to such e-dis
covery. Nevertheless, they need to
m anage the risk of legal liability
related to inappropriate usage of
e lectro n ic com m unication. O ne
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place to begin is to establish a writ
ten policy that explains the com
pany’s rules for e-mail and Internet
use and to ensure that employees
are aware of the policy and the con
sequences of violating it.
C ourts generally find th a t an
em ployer has a right to m onitor
employee use of electronic commu
nications, advises Elizabeth Gaudio,
se n io r counsel for the N ational
Federation of In d ep e n d e n t Busi
ness Legal Foundation. In fact, the
Electronic Communications Privacy
Act of 1986 includes two provisions
that specify an employer’s right to
m o n ito r e-mail messages on the
company’s system.
Any com pany that makes elec
tronic communications equipm ent
available to employees should have
a policy th a t ex p lain s the com 
p a n y ’s ru les fo r e-m ail use and
warns employees that they should
have no expectation of privacy in
their e-mail use. Even if a company
has n o t established a system for
m onitoring e-mail, it must protect
its right to do so. If a company has
not reserved its right to m onitor
em ployee c o m m u n ic a tio n s, an
employee m ight sue for violations
of privacy.

T h e e m p lo y er sh o u ld re q u ire
employees to sign a form acknowl
edging that they have read the pol
icy and agree to its terms. The pol
icy should explain the purposes and
advantages of monitoring, the com
pany’s right to do so, and specific
rules for employee com puter use.
In D elaw are, em ployers, b efo re
m onitoring e-mail, need to get a
sig n ed a c k n o w led g e m en t from
their employees. O ther states are
c o n s id e rin g leg isla tin g sim ilar
requirements, so employers should
check the status of any such initia
tives.
The e-mail policy should explain
the company’s position on personal
use of e-mail. Ms. Gaudio offers the
following example: “All messages
composed, sent, or received on the
e-mail systems are the property of
[company nam e]. These communi
cations are not the private property
of any employee. The use of the
electronic mail system is reserved
solely for the conduct of business at
the company. It may not be used
for personal business.”
Before prom ulgating an e-mail
policy to employees and asking for
their acceptance, an employer should
review the policy with counsel.

MONITORING E-MAIL

POLICY BENEFITS

Courts generally uphold employer
sanctions against an employee for
im p ro p e r use of co m p u ters and
e-mail if the employer has commu
nicated its policy to the employee.

Perhaps foremost among the bene
fits of establishing an e-mail and
In te rn e t use policy is pro tectio n
against legal liability for the con
ten t of e-mail messages that may

AN IMPORTANT
REMINDER ABOUT
ABV RECERTIFICATION
10

p rovoke a n d p e rh a p s w a rra n t
claims of sexual harassm ent, dis
crimination, or threatened violence
as well as other messages that cre
ate a hostile work environm ent or
involve illegal activity. In addition
to responsibility for the content of
em p lo y ee e-m ail m essages, an
employer could be held liable for
inappropriate employee use of the
In te rn et in the workplace. If, for
example, a business is aware that an
em ployee has accessed c h ild
pornography using company com
puters, it is legally responsible for
taking action within the company
a n d possibly a le rtin g o u tsid e
authorities. Furthermore, turning a
blind eye to improper Internet use
could result in a lawsuit if a third
party is harmed by the illegal activ
ity.
A policy can also protect private
com pany m aterials th at are sent
and received via e-mail. The policy
should state clearly what may or
may not pass through the company
Internet system. The policy can also
h e lp to p r o te c t a g a in st viruses
dow nloaded via the I n te rn e t or
e-mails with attachments that could
cause the company com puters to
crash. In addition, excessive Inter
n et use outside of com pany p u r
poses can take up valuable system
space as well as degrade productiv
ity and efficiency. Employees will be
more productive with a “businessonly” or a “lim ited personal use”
e-mail and Internet policy. X

All ABVs are re q u ire d to m eet ABV rec e rtific a 
tion requirem ents every th ree years. All recertifi
cations are now conducted at calendar year-end.
All ABVs w hose r e c e r tific a tio n p e rio d e n d e d
D ecem ber 31, 2006 will receive e-mail info rm a
tio n from the AICPA on re c e rtific a tio n in late
April 2007, so watch your inbox! R ecertification
is d o n e o n lin e in a sim p le a tte s t fo rm a t. F or
m o re in fo rm a tio n on re c e rtific a tio n , view th e
A B V Credential Handbook, w hich is available at
e m ail.aicpa.org/cgi-bin15 /D M /y/eY H JO M h j2jO E cj0 V7JOEw.
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ADD AUDIO TO
E-DISCOVERY
How often have your phone conver
sations with others been prefaced by
another party saying, “This call may
be recorded for quality purposes.”
Advances in the capabilities of digital
re c o rd in g have m ade business
reco rd s, such as voicem ail and
recorded customer calls, as accessi
ble as digital files. In addition, tech
nology has been developed to facili
tate se arc h in g audio files. T h at
technology may well develop rapidly,
given the amendment of the Federal
Rules of Civil Procedure on Decem
ber 1, 2006 to include sound record
ings as discoverable electronically
stored information (ESI).
Dealing with ESI is often a formi
dable and very expensive challenge
for litigants. R ealizing this and
counting on increasing demand for
assistance in ESI searches, technol
ogy companies have developed solu
tions. For example, Fios Inc., a lead
ing electronic discovery services
provider, formed a strategic partner
ship with Nexidia, a provider of pho
netic-based technology for audio
search, to develop technology that
would facilitate the review and analy
sis of electronic audio files as part of
discovery.
Nexidia’s technology allows for
highly scalable audio search by iden
tifying phonem e (speech) patterns
that provide higher accuracy than
dictionary dependent, speech-to-text
based audio search, m anual tran
scription, or labor-intensive listen
ing. A udio-search tech n o lo g ies
based on a speech-to-text process
rath er than phonetic analysis are
p u rp o rte d to be unable to index
with comparable speed.
You can rea d m ore at Kroll
Ontrack, Practice Points: Audio Discov
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ery— The Next Frontier (e lectro n ic
discovery@ krollontrack.com ) , February 13,
2007 and Full Speed Ahead: Searching
Audio in EDD by C.C. H o llan d ,
L aw .com , N ovem ber 21, 2006
( w w w .la w .co m /isp /le g a lte ch n o lo g y/P u b A rticle
FriendlyLT.jsp?id=11 6 4 029731480).

OUTSOURCING
PRECAUTIONS
If your firm or a client outsources
work to offshore vendors, a re-eval
uation of vendors’ privacy controls
and agreements may be appropri
ate to protect clients’ interests as
well as your own. This is the advice
p ro ffe re d by David B en d er and
Adam Chernichaw in The New York
Law Journal (“O utso u rcin g C on
trols or C onsequences,” O ctober
13, 2006). Bender and Chernichaw
are with the White & Case law firm.
T h e ir firm s p o n so re d a survey,
“A m e ric an s’ P e rce p tio n s A bout
O u tso u rc in g P erso n al In fo rm a 
tion,” which was developed by the
Ponemon Institute and is available
at w w w .w hitecase.com /outsourcingandprivacy.
The au th o rs re p o rt th a t 82% of
survey respondents “expressed a
need for regulations regarding use
of th e ir data, p erh ap s signaling
th a t new le g is la tio n will be
enacted.”
Bender and Chernichaw advise
outsourcing companies to re-evalu
ate “their privacy controls and off
shore vendor agreem ents to pro
tect their clients’ interests as well as
their own.” One reason is the lack
of consistency in data-protection
laws. N ot only can the laws vary
from country to country but also
may not be “uniformly subject to
any extensive legislative or regula
tory data-protection controls.” Out
sourcers c a n ’t be sure th at “off
sh o re v e n d o rs have a d e q u a te
safeguards in place for protecting
sensitive d a ta .” T h erefo re, “they
m ust p rovide for safeg u ard s by
contract and confirm compliance

through due diligence and regular
security control audits.”
To protect customers’ privacy, as
well as their own financial interests
and reputation, outsourcers should
negotiate service agreem ents with
offshore vendors. In their article,
Bender and Chernichaw provide a
list of what should be covered in ser
vice agreem ents. T heir guidance
provides a useful tool for outsourcers
in discussing the developm ent of
such agreements with counsel.

2007 TOP 10
TECHNOLOGIES:
INFORMATION SECURITY
IS CHIEF CONCERN
According to the AICPA 2007 Top
Technology Initiatives Survey, Infor
m ation Security M anagem ent is
expected to continue to have the
greatest effect in the upcoming year.
For the fifth consecutive year, Infor
mation Security led the list of top
technology initiatives. A related ini
tiative, Identity and Access Manage
ment, moved up from sixth place in
2006 to second in 2007.
Privacy Management also moved
up from fifth to fou rth place. In
addition, the following four new ini
tiatives were introduced into this
year’s top 10:
• Securing and Controlling Infor
mation
• Distribution; Mobile and Remote
Computing;
• Electronic Archiving and Data
Retention; and
• Document, Content and Knowl
edge Management.
“We sponsor this survey each year
because we believe that it is critical
for CPAs to stay abreast of the latest
technology initiatives and provide
guidance regarding its im pact to
their clients and employers,” said
Barry Melancon, CPA, President and
CEO of the AICPA.
In addition to AICPA Certified
In fo rm atio n T echnology Profes
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sional (CITP) C redential holders
and Inform ation Technology Sec
tion members, the AICPA collabo
rated with the Information Technol
ogy A lliance (ITA) a n d the
Inform ation Systems and Control
Association (ISACA) whose mem 
bers share similar perspectives on
the top technologies that have an
impact on business today.
T he survey was c o n d u c te d in
December 2006 under the supervi
sion of a task force led by David
Cieslak, CPA, CITP, GSEC, Chair
m an of the AICPA’s Inform ation
Technology Executive Committee.
M ore th a n 1,500 p a rtic ip a n ts
ranked the 30 technology initiatives
they felt will have the most signifi
cant im pact in the next 12 to 18
months.
“Organizations continue to make
large-scale IT-related investments
and, while the rewards can be signifi
cant, the potential for financial loss
or harm to reputation due to a secu

rity problem is a growing concern,”
said Everett C. Johnson, CPA, Inter
national President of ISACA. “Busi
nesses are realizing that control and
value are achieved by focusing on
w hat IT enables the business to
achieve, rather than on the technol
ogy itself. As the survey indicates,
there is a clear need for m anage
ment, auditors, and IT professionals
to ensure that the appropriate secu
rity and governance processes are in
place.”
“Each year the members of the
ITA look forward to working with
the AICPA and ISACA to compile
this very im portant list,” said Ron
Eagle, ITA President. “With the dif
ferent facets and the rapid pace of
change in IT today, it is critical to
identify what others see as the key
issues th at may im pact you, your
clients and em ployer. T he T op
Technology Initiative survey meets
that need perfectly.”
The 10 most important technol

ogy initiatives for 2007 are as fol
lows:
1. Inform ation Security M anage
ment
2.Identity and Access Management
3. C onform ing to Assurance and
Compliance Standards
4. Privacy Management
5. Disaster Recovery Planning and
Business Continuity Management
6. IT Governance
7.Securing and Controlling Infor
mation Distribution (new)
8. Mobile and Remote Computing
(new)
9. Electronic Archiving and Data
Retention (new)
10. Docum ent C ontent and Knowl
edge Management (new)
For more information about the
AICPA’s 2007 Top Technology Ini
tiatives project, including the full
list of the 30 initiatives used in the
survey and definitions of those high
lighted, visit www.aicpa.org/toptech. X
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